ST 99-0190-G L 06/07/1999 MANUFACTURI NG MACH NERY AND EQUI PMENT

This letter discusses the application of the Munufacturing Mchinery and
Equi prent exenption to paint mxing nachines. See 86 IIl. Adm Code
130.330. (This is a dL).

June 7, 1999

Dear M. XXXXX:

This letter is in response to your letter dated July 6, 1998. As we have
di scussed, we are unable to issue a PLR while your business is under audit. e
are therefore issuing a General Information Letter, which is designed to provide
general information, is not a statenment of Departnment policy and is not binding
on the Departnent. See 2 IIl. Adm Code 1200.120(b) and (c), encl osed.

In your letter, you have stated and nmade inquiry as follows:

Pursuant to Illinois Admnistrative Code Section 1200.110, t he
followng information is submtted by COVMPANY in order to obtain a
Private Letter Ruling regarding the taxability of blending and m xing
machi nery and equi pment used in the taxpayer's Illinois retail stores.

St at enent of Facts

COWPANY is a manufacturer of paint and paint related products. In
addition to selling its products in the wholesale market, COVPANY
sells a portion of its products in its conpany owned retail stores.
Each retail store contains machinery and equipnent that blends and
m xes paint. The product that is shipped to the retails stores is
white base, a raw material used in the production of paint. The white
base is produced at one of the various COVPANY primary production

facilities |ocated throughout the United States. When a custoner
enters a COVWPANY store, he or she is able to select the exact col or of
paint desired by exam ning col or cards. Al ternatively, the custoner

may bring in a color sanple to be custom matched. Once the custoner
selects the desired color, the COVWANY enployee conpletes the
manuf act uri ng process, which conmenced when the original can of white
base was made, by bl ending the proper ampunt of colorant in the can of
white base and properly m xing the col ored paint.

Different colors require different white bases. The various bases
have different chemcal qualities that relate to the colorants that
will be added. The blending and nmixing are acconplished in three
i ndependent st eps. The steps are acconplished by using machines
called Color WMatching Systems, Automatic Col orant D spensers, Shakers
and rel ated conmputer equipnent.

First, in order for the custonmer to obtain the desired can of col ored
paint, the COVMPANY enployee nust determine the proper fornula or
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recipe to produce the desired color. For a color selected from the
over one thousand color chips on display in the store, the enployee
enters the proper color identification nunber into the conputer that
controls either the Color Matching System or the Automatic Col orant
Di spenser. The enployee then enters information specific to the type
of paint required. If the color needs to be custom matched, the
custoner's sanple is first nmeasured by the “eye” (a spectrophotoneter
or other <color sensing device) of the Color Matching System
Nunerical representations of the color are processed by sophisticated
color matching algorithnms and a special color formula is created on
the spot. The formula is then sent to the Dispenser through
associ ated conputer software.

The processor on the Dispenser sends signals to the punps and val ves
to nmeter out the proper anobunts of the individual colorants that make

up the formula into the can of white base. The liquid colorant
travels through plastic tubes housed within the mnmachine and are
di spensed into the can through nozzles. The Printer attached to
either the Color Mtching System or the Automatic Col orant D spenser
is used to produce a snmall | abel which contains the color
identification and the fornmula ingredients. This label is affixed to
each can of tinted paint. This procedure is essential to conpleting
the product |abeling process, as the label on the white base at the
primary production facility only lists the ingredients prior to

col orant additi on.

Once the proper anmpbunt of colorant is added to the white base, the can
of paint is placed inside the Shaker, in which, the paint is properly
m xed. If the paint is not thoroughly and nechanically m xed by
COMPANY at the point of sale, the colorant added into the white base
by the D spenser would not be properly dispersed throughout the can.
Wien the custoner opens the can, he/she expects to see a honobgeneously
bl ended product appearance, not streaks and gl obs of colorant floating

in the paint. The customer would not be able to produce the desired
color by sinply taking the paint home and stirring it with a stick.
Therefore, the manufacturing process is not conplete until the exact

anmount of colorant is blended into the can of white base and the paint
is properly agitated at the point of sale.

To the best of taxpayer's know edge, the Departnent has not previously
ruled on the same or a simlar issue for the taxpayer. Also, to the
best of the taxpayer's know edge the taxpayer has not previously
subnmitted the same or a simlar issue to the Departnent and w t hdrawn
it before a letter ruling was issued. Currently, the taxpayer is
under audit by the Illinois Departnent of Revenue for the tax period
July 1, 1992 through and including June 30, 1997. The audit covers
both Illinois Retailers Occupation Tax and Illinois Use Tax.

Statenment of Authorities Supporting The Taxpayer's Position
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Under the Use Tax Act, a tax is inposed “upon the privilege of using
in this State tangi bl e personal property.” 35 ILCS 105/3 (West 1992).
However, the tax does not apply to “manufacturing and assenbly
machi nery and equi prent used primarily in the process of manufacturing
or assenbling tangi ble personal property for wholesale or retail sale
or |ease.” 35 ILCS 105/3-5(18)(West 1992). For purposes of the
exenption, |ILCS 105/3-50 (West 1992) provides:

(1) “Manufacturing process” neans the production of an
article of tangible personal property, whether the article
is a finished product or an article for use in the process
of manufacturing or assenbling a different article of
tangi ble personal property, by a procedure comonly
regarded as manufacturing, processing, fabricating, or
refining that changes sone existing nmaterial into a
material with a different form use or nane. In relation
to a recogni zed integrated business conposed of a series of
operations that collectively constitute manufacturing, or
individually constitute manufacturing operations, t he
manuf act uri ng process comences with the first operation or
stage of production in the series, and does not end unti
the conpletion of the final product in the |ast operation
or stage of production in the series.

(3) “Machinery” neans major nechanical nachines or ngjor
component s of t hose machi nes contributing to a
manuf act uri ng or assenbling process.

(4) “Equiprment” includes an independent device or tool
separate from machinery but essential to an integrated
manuf acturing or assenbly process; including conputers used
primarily in operating exenpt machinery and equipnent in a
comput er assisted design, conputer assisted manufacturing
(CAD) CAM) system any subunit or assenbly conprising a
component of any nmachinery or auxiliary, adjunct, or
attachment parts of machinery, such as tools, dies, jigs,
fixtures, patterns, and nolds; and any parts that require
periodic replacenent in the course of normal operation; but
does not include hand tools.

As stated in paragraph (1), the manufacturing process can enconpass a
series of operations, wherein the manufacturing process conmences with
the first operation or stage of production in the series, and does not
end until the conpletion of the final product in the |last operation or
stage of production in the series. In the case of COWANY, the
manuf act uri ng process of paint commences with the production of white
base in the primary production facility and is not conplete until the
paint is properly mxed for the customer at the point of sale. Unless
the final tw steps in the series are conpleted at the point of sale,
i.e. the blending of colorant into white base and the proper m xing,
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the customer could not purchase a properly tinted can of paint from
COVPANY. Because COVPANY offers over one thousand colors of paint to
its customers, not including custom color rmatching, a busi ness
deci sion was made to conplete the manufacturing of the final product
at the point of sale, as opposed to producing very small quantities of
t housands of colors of paint at the primary production facility, which
woul d be very costly and nost likely result in certain colors going
unused.

The Color WMatching Systens, Automatic Col orant Dispensers and Shakers
are manufacturing machinery and equipment used by COVPANY. An
Automatic Col orant Dispenser is a machine that dispenses the proper
amount of colorant into the can of white base. An Automatic Col orant
D spenser contains a punp system which dispenses a varied nunber of
colors from canisters housed inside it, and is connected to a conputer
system which provides an electronic nessage regarding the proper

anount of colorant to dispense. The color retrieval information is
supplied to the Dispenser or Color Mtching System through the use of
a conputer keyboard and nonitor. The attached spectrophotoneter or

other color sensing device, conputer keyboard and nonitor constitute
“equi pmrent” as defined in 35 ILCS 105/ 3-50. The Shaker perforns the
final process in the manufacturing process. As nentioned above, the
el ectric Shaker properly mxes the white base and colorant, which is
an inportant final step in providing the custoner with a properly

m xed can of paint. If this final step were not perforned, the
custonmer would not receive a usable can of colored paint, as hand
mxing at home would not produce the desired color. Thus, the

processes performed by the Color Matching Systenms, Automatic Col orant
Di spensers and Shakers and related conputer equipnment (CPU, Monitor,
Keyboard and Printer) are processes perforned by manufacturing
machi nery and equi pnent used to produce paint for COVPANY' custoners.
Accordingly, these itens are not subject to Illinois use tax (or the
ROT if purchased froman Illinois vendor).

The issue of what types of machinery and equipnment constitute
manuf acturing machinery and equipnent has been addressed by the
Illinois courts. The Illinois suprene court addressed this matter in
Van's Material Conpany, Inc. v. The Departnent of Revenue, 131 II| 2d
196 (1989) and the appellate court, first district, fourth division
addressed the issue in Zenith Electronics Corporation V. The

Departnent of Revenue, 293 IIl. App.3d (1997). Van's WNaterial Conpany
is the leading case in Illinois on this subject and the guidelines
pronounced in the <case were followed by the court in Zenith

El ectroni cs.

In Van's Material Conpany, the 1llinois suprene court found that
ready-m x concrete trucks are exenpt from the Illinois use tax as
manuf acturing machinery and equipnent. The court examned three

di stinct words or phrases that form the gist of the manufacturing
machi nery and equi pnment statute: (1) “tangi ble personal property”;
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(2) “process of the mnufacturing or assenbling”; and (3)
“primarily.” The court also stated that an essential determnation
that needed to be nmade was whet her the specific product being produced
is “tangi bl e personal property.”

In the present matter, COMPANY produces cans of paint for its
cust oners. Paint is tangible personal property, as it can be touched

and seen and is conprehendible to the reasonable person. Thus, the
first elenent of the court's three part analysis is net. Secondl y,
the taxpayer believes that a can of paint is made in the process of
manuf act uri ng. In Van's Material Conpany, the court concluded that
tangi ble personal property (ready-mx concrete) is produced by
procedures commonly regarded as manufacturing, by changing certain
materials (sand, |inmestone, water and cenent) into nmaterial with a

different form (mushy as opposed to grainy or liquid), use and nane.
A properly tinted can of paint is the final product of the blending
and mxing of resins, pignents, solvents, titanium dioxide, calcium
carbonate and water. Some of the raw materials are liquid, water and
sol vents, and sone are solids, titanium di oxide and cal ci um car bonat e.
These raw materials are blended and nmixed together to form a new
material with a different form use and nanme - white base. Thus, the
second el ement of the court's analysis is net.

If the Color Matching System Automatic Colorant Dispensers and
Shakers and related conputer equipnment (CPU, Monitor, Keyboard and
Printer) were located in the primary production facility, it is
reasonable to assune that the functions perforned by these devices
woul d summarily be accepted as machi nery and equi prent used to perform
the final steps in manufacturing properly tinted paint. The
classification of these steps should not be changed because they are
performed at the point of sale. Thus, the Color WMtching Systens,
Aut omatic Col orant Dispensers, Shakers and related conputer equipnent
(CPY, Moni t or, Keyboard and Printer) are used primarily in
manuf act uri ng.

The scope of the exenption was also addressed in Zenith El ectronics

Corporation, v. The Departnment of Revenue, 293 Ill. App.3d (1997). In
Zenith, the taxpayer was a manufacturer of electronics devices.
Zenith has a plant located in Mlrose Park, Illinois where it
manuf actures color cathode ray tubes (CRTs) used in television and
comput er nonitors. Zenith manufactures and assenbles televisions at
another plant in Springfield, Mssouri. Zenith transports the CRTs

from Melrose Park to Springfield on special trays that protect the
CRTs. The court held that the trays were exenpt from the use tax and

t he ROTA

The court followed the guidelines set forth by the Illinois suprene
court in Van's Material Conpany. The court found that the trays were
tangi bl e personal property. Furthernmore, the <court agreed wth

Zenith's argunent that it produced television and conputer nonitors
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through a series of operations, conmencing with the production of the
CRTs in Melrose Park, Illinois and ending at the Springfield, Mssouri
pl ant . Since the trays were used in a series of steps to nmake
television and conputer nonitors, they were primarily used in a
manuf act uri ng or assenbling process.

Zenith supports COWPANY' belief that the Color Matching Systens,
Aut omatic Col orant Dispensers, Shakers and related conputer equipnent
(CPU, Mbnitor, Keyboard and Printer) are used in the series of steps
to manufacture properly tinted paint. The operations conducted at the
primary COMPANY production facility are integrated with the blending
and mxing processes performed at the point of sale. The can of
properly tinted paint could not be produced without the final steps
performed at the store. Since the court found the trays qualified as
exenpt tangible personal property used in a series of steps to
manuf acture tel evision and conputer nonitors, COWANY' Color Matching
Systens, Automatic Col orant Dispensers, Shakers and related conputer
equi pnent (CPU, Mbonitor, Keyboard and Printer) should be afforded the
same treatnent as Zenith's trays, as they constitute machinery and
equi pnent used in a series of steps to manufacture paint.

Statenment of Authorities Contrary To The Taxpayer's Position

In an appellate court decision, second district, the taxpayer was
unsuccessful in its attenpt to have a slip form paver classified as
exenpt manufacturing machinery or equipnent. Thonas M Madden and
Conpany v. The Departnent of Revenue, 272 11l. App.3d 212 (1995). In
Madden, a road contractor specializing in concrete paving, purchased a
slip form paver, which is used to spread, flatten, conpact and surface
raw concrete into a finished roadway. The court followed the Illinois
suprene court's three part test set out in Van's Material Conpany.
The court found that the paver was not used in a process to produce
tangi bl e personal property. The paver transformed concrete into a
roadway, which is real property. The court distinguished the ready-
mx concrete truck in Van's Material Conpany, as the ready-mx
concrete truck changed four different conponents, sand, |inestone,
wat er and cenent into a new material, ready-m x concrete.

COVMPANY' factual situation is distinguishable from Madden. COVPANY is
a manufacturer of paint, which is tangible personal property. The
machi nery and equi pment used in the paint manufacturing process act
upon various raw materials, both liquid and powder, to create a new
product, paint. The machinery and equi prent used by COWVPANY are used
primarily in the process of manufacturing paint, whereas the slip
paver in Madden transforned raw concrete into a roadway, which is real
property. Because the taxpayer in Madden was not producing tangible
personal property, the court's rational in denying tax exenpt status
to the slip paver cannot be used to deny COVPANY an exenption for its
Color Matching Systenms, Automatic Colorant D spensers, Shakers and
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rel ated conputer equipnent (CPU, Monitor, Keyboard and Printer), which
are primarily used to manufacture paint.

Concl usi on

The COWPANY Conpany is a manufacturer of paint and paint related
products. In addition to selling paint in the wholesale market,
COMPANY also sells its paint in conmpany owned |ocations. Because
COMPANY offers its customers nore than one thousand colors of paint,
the final steps in the manufacturing process are performed at the
poi nt of sale, as such steps would not be cost efficient if perfornmed
in the primary production facility, and they provide the customer wth
the ability to choose his or her desired color. The Illinois statutes
and case |aw support COVWPANY' belief that Color Matching Systens,
Aut omatic Col orant Dispensers, Shakers and related conputer equipnent
(CPU, Monitor, Keyboard and Printer), which perform blending and
m xi ng processes at the point of sale, are manufacturing machinery and

equi pnent . Thus, the Color Matching Systens, Automatic Col orant
Di spensers, Shakers and related conputer equipnment (CPU, Monitor,
Keyboard and Printer) are not subject to the Illinois Use Tax if
purchased from a vendor who is not registered to collect tax in the
state of Illinois or the Retailers' COccupation Tax if purchased from a
registered Illinois vendor.

If you have any questions or if you would like to discuss this

request, please contact ne at ####.

The Departnent’s regulations at 86 Ill. Adm Code 130.330, copy enclosed,
provi de gui dance regarding what qualifies as manufacturing for purposes of the
Manuf acturing Machinery and Equipnment exenption from sales tax. Subsecti on

130. 330(b) (2) provides that “[t]he manufacturing process is the production of any
article of tangi ble personal property, whether such article is a finished product
or an article for use in the process of manufacturing or assenbling a different
article of tangible personal property, by procedures comonly regarded as
manuf acturing, processing, fabricating or refining which changes some existing
material or materials into a material with a different form use or nane. These
changes nust result from the process in question and be substantial and
significant. Subsection 130.330(b)(3) provides that “[t]he process or activity
must be conmonly regarded as manufacturing.”

CGenerally, the manufacturing machinery and equi pnment exenption from sales
tax is not available for nachinery and equi pnment used by retailers at retail
| ocations for preparing individual orders to an individual retail customer’s
specifications, even though the same machinery and equipnent mght qualify if
used in a taxpayer’s manufacturing plant. This is because the process at the
retailer’s location is not comonly regarded as nmanufacturing, whereas the
process at the manufacturing plant woul d be.
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An anal ogous situation would be a sewi ng machi ne used to hem garnents being
manuf actured by a clothing manufacturer and a sewi ng machine used by a retailer
at a retail outlet to alter or to hem garnents to the specifications of
i ndividual retail custoners. Again, the forner situation is commonly regarded as
manuf acturing and the latter situation is not. The fact that the sew ng nachi nes
in both situations are simlar or identical and are performng the same function
does not transformthe retailer’s preparation of the itemfor retail sale into a
manuf act uri ng function.

I hope this information is helpful. The Department of Revenue maintains a
Wb site, which can be accessed at ww. revenue.state.il . us. If you have further
guestions related to the Illinois sales tax |aws, please contact the Departnent's
Taxpayer Information Division at (217) 782-3336.

Very truly yours,

Martha P. Mote
Associ at e Counsel

MPM sk
Enc.



